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innovation
A new match between a solution and a need.
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“Need” is broadly defined

The "Monster Thickburger" —
two 1/3-pound slabs of Angus beef, 
four strips of bacon, 
three slices of cheese 
and mayonnaise on a buttered sesame seed bun. 

Sells alone for $5.49, $7.09 with fries and a soda.
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Three Innovation Horizons
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Internal vs. External Innovation

e.g., 
handwashing
in hospitals

e.g., consumer genetics
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1. How significant is the need?

2. How well does the solution meet the need?

3. Does the organization delivering the solution possess 
the required alpha assets?

Value Creation and Capture in Innovation

Price – Cost >> 0
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No Chicken-or-Egg Problem Here – “Scramble” from Mung Beans
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Disrupt 1. interrupt (an event, activity, or process) by causing a disturbance or problem.
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share price
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Key Questions
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1. How do established firms build and sustain advantage? 

2. What role does innovation play in that advantage?

3. When do new entrants have a chance of creating value?

More generally, how do the objectives and challenges of innovation depend 
on firm context?
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Firms are Activity Networks that Deliver Solutions (i.e., “Do a Job”)
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Financial View of Sustained Advantage

U
lri

ch

20

How does a firm perform over a long time period relative to others in the 
same sector?

ROIC – WACC 
( “Economic Value Added” or “Cash Flow ROI”)

~ 6% on average for US public companies

If take average over a long time period and compare within a sector, 
what remains should be largely persistent firm-specific factors.

Note: 
Lots of work showing that basically sector and industry don’t matter much for ROIC – WACC. See, for instance, 

Gabriel Hawawini, Venkat Subramanian and Paul Verdin, “Is Performance Driven by Industry- or Firm-Specific Factors? 
A New Look at the Evidence,” Strategic Management Journal, Vol. 24, No. 1 (Jan., 2003), pp. 1-16.
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Alpha Assets: the rare and necessary resources to do the job.
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Rare = How difficult would it be for a competitor to acquire the resource?
Necessary = To what extent is the resource required to do the job? 

(i.e., To what extent is the resource non-substitutable?)

More: Jay Barney. “Resource-based view of the firm.” 22
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Alpha Asset Template
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In stable environments, incumbent power comes from ratcheting of 
improvements in activity networks, largely through incremental change.
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• Learning and improvement in products 
and processes.

• Reducing cost, usually increasing 
volume, achieving greater scale.

• Reinforcing of relationships.
• Strengthening of brand.
• (Building customer networks.)

Essentially, “Horizon 1” Innovation
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share price



Sustained advantage is often the result of reinforcing “core rigidities”
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• c1870, the Pennsylvania Railroad was the 
largest business in the world. 

• Market cap c1900 comprised more than 
10% of the value of all public companies 
(roughly equal to combination of Apple, 
Microsoft, ExxonMobil, and Berkshire 
Hathaway).

• Dividends paid for over 100 years in a row.

• Peak employment (1920) of 279,787.
Source: Hooversworld.com
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Three Sources of Disequilibrium
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Invention of 
Superior Solutions

Enabling 
Technologies

Shift in Macro 
Environment

Tastes, trends, demographics, 
regulation, environment, politics.
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1 2 3
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Disequilibrium Can Lead to Supra-normal Profits
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The Lifecycle of an Innovation in Response to Disequilibrium
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Transition in Importance of Categories of Alpha Assets
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Key Questions for Entrepreneurs
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1. What am I building that will be an alpha asset for doing this job in the future?
2. Which alpha assets will be relevant to scaling and sustaining the business?
3. WilI I build those alpha assets myself, or should I form a relationship with an 

established firm (sale, license, partner)?
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e.g. 1,000,000 cash out on 100,000 cash in has Return of 1.0

Return Log    (CashOut / CashIn)10=

C
ou

nt

Histogram of Returns for 499 Ventures by Angel Investors

Source: Kauffman Foundation Angel Investor Performance Project. 

Total Cash In     $107mm
Total Cash Out  $236mm

Average is 0.34 (2.2x return)

Note: Negative or undefined returns set to 0.
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Opportunity Identification

An opportunity is a hypothesis that value can be created and captured with further 
investment.

An opportunity is always incomplete and its value uncertain.

An opportunity only suggests a direction for further exploration, and both need and 
solution will likely change with investment.

Value

Probability
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CabStalker.com – Stop Waiting

Source: 2009 Wharton workshop on web-based products and services.
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Photo: 
Wikimedia
(cstockwe)
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V = f( I, D, E )Idea

Development

Exogenous Factors
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Push
Start with the solution and look for a need it can address.

Pull
Start with the need and look for a solution to address it.
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Innovation Process – OIDD 614 (normalized to section of 60)

~600 opportunities 
identified by individuals

~60 opportunities 
developed 

by individuals

~30 concepts 
developed by 

teams of 2

Sticker Vote 
Week 2

Darwinator

~15 companies 
prototyped by 

teams of 4

Simulated 
Investmen
t Week 6

0-2 
ventures 
launched

Sticker Vote 
Week 4

~300 opportunities 
submitted by individuals

Individual 
screening and 
preferences
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Three 
Example 
Projects
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Challenge JOB
IWWMW improve the way jobs for young professionals are created, marketed, identified, and filled?

IWWMW improve the way rental housing for young professionals is created, marketed, identified, booked, and 
transacted?

Challenge HOME
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Opportunity Identification Workshop Timing and Plan

Teams 1 - 7

Teams 8 - 15

Individual Group Group

count countHOME

HOME

JOB

JOB
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Source: Girotra, Terwiesch, and Ulrich. 2010. Idea Generation and the Quality of the Best Idea. Management Science. Vol. 56, No. 4, pp. 591–605. 
(Available via ktulrich.com.)

Hybrid ApproachGroup Approach

Groups vs. Individuals in Idea Generation

• 2.5 x more ideas
• Better quality ideas

30 minutes
4 people working together

10 minutes
4 people 
working 
alone

20 minutes
4 people working 
together


